During the Great Recession, the rate at which Americans formed households fell sharply. Though the rate has recently picked up, it isn't fast enough to make up for the shortfall in household formation that occurred over the last several years. An analysis of recent household formation patterns shows that the greatest shortfall occurred among young adults and that it is related to weak economic conditions. Housing choices have shifted as well, with a greater proportion of young households living in rental housing rather than owner-occupied homes.
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During the Great Recession, the rate at which Americans formed households fell sharply. Though the rate has recently picked up, it isn't fast enough to make up for the shortfall in household formation that occurred over the last several years. An analysis of recent household formation patterns shows that the greatest shortfall occurred among young adults and that it is related to weak economic conditions. Housing choices have shifted as well, with a greater proportion of young households living in rental housing rather than owner-occupied homes. ISSN 0428-1276 One impact of the Great Recession is that it markedly reduced the rate at which Americans set up households. Compared to the previous 10 years, the growth rate in the number of households was cut by two-thirds between 2007 and 2010. This slowing in household formation refl ects the overall weak economy, but it has also negatively impacted the housing market, as lower household formation rates reduce housing demand.
This Commentary documents the shortfall in household formation experienced over the recent cycle, focusing in particular on the decline in household formation rates for younger adults. While younger adults between the ages of 18 and 34 make up a relatively small proportion of heads of households, they account for almost three-quarters of the overall shortfall in household formation. Household formation rates in this younger cohort were related directly to economic conditions. The growth in the number of younger households was lower in metropolitan areas that experienced weaker labor and housing markets, though, to be sure, household formation slowed across the United States, consistent with the widespread nature of the shocks to output, labor, and housing markets that occurred during the Great Recession.
Household Formation Rates
From 1997 to 2007, about 1.5 million households were formed on average each year in the United States. Then the Great Recession hit, and in the ensuing three years, the rate fell to 500,000 per year. This decline in household formation occurred even as the U.S. population was expanding at a rate of 2.7 million per year, only slightly below the rate of 2.9 million a year observed between 1997 and 2007. A modest rebound has since followed during the economic recovery, with 1.1 million new households being created in 2011.
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It is important to distinguish between changes in household formation due to demographics and those due to other factors such as the recession. In the former case, one might expect some changes in household formation as the population ages or shifts across geographic locations.
Recessionary forces, meanwhile, will reduce household formation. For example, younger people may be less willing and able to strike out on their own and more likely to remain living with their parents or in other situations, as employment prospects are diminished. The specifi c nature of the recent recession-with its bursting of the housing The CPS has a long history, which allows analysts to look at household formation over many decades and to construct interyear estimates of changes in the number of households. The ACS is a more recent survey of households, which is carried out annually. Its advantage is that its sample size is much larger, which allows for more precise analysis within demographic groups and enables researchers to look across a wide range of geographical units (that is, states, metropolitan areas, and cities). Its disadvantage is that it is currently only available through 2010.
Using the CPS data, the analysis shows that the gap between the actual number of households and the estimated number of households from the model grew steadily from 2007 through 2010. By 2011, the end of the analysis period, the gap stood at 2.6 million households, with almost the entire shortfall in place by 2010 (table 1). The data from the ACS indicate a similar-sized gap opening over the period.
An alternative way to think about the shortfall in household formation is to look at changes in what economists call the headship rate. The headship rate is the probability that a person is the head of a household. In our data, the shortfall in household formation is due largely to the fact that the likelihood of being the head of a household in the This approach allows us to construct an estimate of the number of households based on the patterns of household formation observed prior to recession, adjusting for the overall changes in population for specifi c demographic groups.
One additional adjustment needs to be included to account for changes in the overall population that might have occurred absent the deep recession. In particular, the Census Bureau reports that net immigration slowed during the recession, compared to prior years. (2012) indicates little sign of any abatement in declining homeownership rates for younger households (fi gure 2). Clearly, reduced access to mortgage credit, the weak economy, and uncertainty about the path of the housing market have decreased the likelihood that young heads of household will live in owner-occupied housing today.
Regional Variation
One question that arises naturally is whether areas of the country hit harder by the recession had lower household formation rates, especially for younger households, than areas that experienced milder shocks. This issue can be examined by correlating changes in household formation with changes in labor and housing market conditions in local areas.
For this analysis, local labor market conditions are measured using the growth in the employment-to-population ratio from 2007 to 2010 for individuals aged 18-34 in a given metropolitan area. The employment-to-population ratio is used, as opposed to the unemployment rate, because the ratio refl ects all individuals in the age group, not just those in the labor force. The construction of the standard unemployment rate excludes those individuals who have left the labor force. To measure housing market conditions, the growth in home prices is constructed for each metropolitan area over the same time horizon.
The results show that changes in the employment-topopulation ratio and the growth in house prices are positively correlated with household formation in the younger cohort. Weaker labor markets experienced lower household formation rates, as did housing markets with larger price declines (fi gure 3 and fi gure 4). The correlation is somewhat stronger between household formation and the labor market than household formation and house prices. The same pattern holds true for our shortfall measure-the difference between the predicted household formation rate and the actual household formation rate. Weaker labor and housing markets had larger shortfalls.
While household formation is correlated with local economic conditions, the analysis also suggests that other factors are the main drivers of lower household formation rates. In particular, the relatively modest correlations refl ect the fact that the shock to the economy was aggregate in nature, lowering household formation rates across the country. This point is evident in the widespread nature of the projected shortfall in formation, which is present in 45 out of the 50 states.
The states and metropolitan areas of the Fourth District also experienced a shortfall in household formation from 2007 to 2010. In 2010, the estimated gap between the actual number of households and the model's predictions stood at 1.6 percent. This resulted in a projected shortfall of roughly 200,000 households in the Fourth District states of Kentucky, Ohio, Pennsylvania, and West Virginia. This estimated shortfall was less than the rate observed in the rest of the nation (2.1 percent) over the same period.
Young cohorts also accounted for a disproportionate share of the shortfall seen in household formation in Fourth District states, making up three-quarters of the gap in household formation. One difference between the Fourth District states and the rest of the nation is that estimates from the 2011 Current Population Survey show that household formation rates in District states rebounded last year and closed much of the estimated gap that had opened during the recession. This is not true for the United States as a whole, as shown in table 1.
Conclusion
The shortfall in household formation observed over the 2007-2010 period is an outgrowth of the weak economy and does not refl ect fundamental changes in underlying demographics. It is not unreasonable to expect that the rate will rebound further as individuals who delayed forming households during the recession and initial recovery set out on their own. The speed of the rebound will depend on the path of the aggregate economy, especially improvements in labor markets.
While such increases in household formation will certainly aid the housing market, it is an open question how increased formation will affect the relative demands for rental or single-family owner-occupied housing. The sharp decline in home ownership rates for the younger cohort shows little sign of recovering, suggesting that when young adults start forming more households, it may have a stronger impact on the demand for rental properties than owner-occupied housing over the near term. 
